Hewlett-Packard Co. v. Commissioner, 68 T. C. 762 (1977)

Substantial compliance with IRS election procedures can be valid even if procedural
requirements are not met literally, provided the essential purpose of the regulations
is fulfilled.

Summary

Hewlett-Packard Co. sought to elect accelerated depreciation for its controlled
foreign subsidiaries’ earnings and profits calculations, filing the required statement
with the District Director rather than the Director of International Operations as
specified by IRS regulations. The Tax Court held that Hewlett-Packard’s election
was valid due to substantial compliance, emphasizing that literal adherence to
procedural rules was not necessary when the underlying purpose of the regulation
was met. The court also ruled that Hewlett-Packard failed the minimum overall tax
burden test for excluding subpart F income, as the surcharge rate must be included
in the calculation, leading to the disallowance of the exclusion.

Facts

Hewlett-Packard Co. (HP) owned 100% of the stock of three controlled foreign
subsidiaries: Hewlett-Packard S. A. (HPSA) in Switzerland, and two West German
companies, Hewlett-Packard GmbH and Hewlett-Packard VmbH. For the tax years
1964 through 1970, HP elected to use an accelerated depreciation method for
computing the earnings and profits of these subsidiaries. HP filed its election
statements with the District Director of Internal Revenue in San Francisco, rather
than with the Director of International Operations in Washington, D. C., as required
by section 1. 964-1(c)(3)(ii) of the Income Tax Regulations. Additionally, for the tax
year ending October 31, 1968, HP sought to exclude HPSA'’s subpart F income from
its gross income, which required meeting a minimum overall tax burden test.

Procedural History

HP filed its Federal income tax returns and related statements for the years in
question. The IRS disallowed HP’s use of accelerated depreciation and excluded
subpart F income, leading to a deficiency notice. HP challenged this in the Tax
Court, which heard the case and issued its opinion in 1977.

Issue(s)

1. Whether Hewlett-Packard effectively elected to use an accelerated depreciation
method for computing the earnings and profits of its controlled foreign subsidiaries
by filing its statement with the District Director rather than the Director of
International Operations.

2. Whether Hewlett-Packard satisfied the “minimum overall tax burden” test
prescribed by section 1. 963-4(a), Income Tax Regs. , for its taxable year ended
October 31, 1968, to exclude HPSA’s subpart F income from its gross income.
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Holding

1. Yes, because Hewlett-Packard substantially complied with the regulations by
providing all necessary information, despite not filing with the correct office.

2. No, because the surcharge rate under section 51 must be included in the
calculation of the minimum overall tax burden, which Hewlett-Packard failed to
meet.

Court’s Reasoning

The court reasoned that for the accelerated depreciation election, HP’s failure to file
with the Director of International Operations did not invalidate the election because
it substantially complied with the regulations’ purpose. The court cited previous
cases where substantial compliance was upheld over literal compliance,
emphasizing that HP’s actions did not prejudice the IRS or other shareholders. The
court noted that the regulations’ purpose was to ensure that other shareholders
were notified, which was unnecessary in this case since HP was the sole
shareholder. Regarding the minimum overall tax burden test, the court held that the
surcharge rate must be included in the calculation under section 51(f) and its
implementing regulation, section 1. 51-1(h)(1). This inclusion was necessary to
prevent erosion of the minimum distribution provisions of section 963, and HP’s
failure to meet this test meant it could not exclude HPSA’s subpart F income.

Practical Implications

This decision emphasizes the importance of substantial compliance over literal
adherence to procedural rules in IRS regulations, particularly in the context of
elections for controlled foreign corporations. Practitioners should ensure that the
essential purposes of regulations are met, even if minor procedural requirements
are not. The ruling also clarifies that temporary surcharges must be considered in
calculations related to the minimum overall tax burden, affecting how companies
structure distributions from controlled foreign corporations. Subsequent cases
involving similar issues should analyze whether the taxpayer’s actions meet the
underlying regulatory purpose. This case may also influence how businesses
approach tax planning for foreign subsidiaries, ensuring that all relevant tax rates
are accounted for in their calculations.
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